§31.3406(b)(2)-2

(2) Special rule for tax-exempt interest.
When an issuer is required to make an
information return under §1.6049-4(d)(8)
of this chapter because a payee pro-
vided a signed written statement on
the envelope or shell incorrectly claim-
ing that the interest was exempt from
taxation under section 103(a) (as de-
scribed in §1.6049-5(b)(1)(ii) of this
chapter), the issuer is not required to
impose withholding under section 3406.

(b) Amount subject to backup with-
holding—(1) In general. The amount of
interest subject to withholding under
section 3406 is the amount subject to
reporting under section 6049.

(2) Special rule to adjust for premature
withdrawal penalty. Solely for purposes
of computing the amount subject to
withholding under section 3406, the
payor may elect not to withhold from
the portion of any interest payment
that is not received by the payee be-
cause a penalty is in fact imposed for
premature withdrawal of funds depos-
ited in a time savings account, certifi-
cate of deposit, or similar class of de-
posit.

[T.D. 8637, 60 FR 66115, Dec. 21, 1995]

§31.3406(b)(2)-2 Original
count.

(a) Original issue discount subject to
backup withholding. The amount of
original issue discount, treated as in-
terest, subject to withholding under
section 3406 is the amount subject to
reporting under section 6049, but is lim-
ited to the amount of cash paid. In ad-
dition, if an original issue discount ob-
ligation, subject to reporting under
section 6045, is sold prior to maturity
and with respect to the seller a condi-
tion exists for imposing withholding
under section 3406 on the gross pro-
ceeds, then withholding under
§31.3406(b)(3)-2 applies to the gross pro-
ceeds of the sale reportable under sec-
tion 6045, and not to the amount of any
original issue discount includible in
the gross income of the seller for the
calendar year of the sale. See §31.6051-
4 for the requirement to furnish a
statement to the payee if tax is with-
held under section 3406.

(b) Amount subject to backup with-
holding and time when backup with-
holding is imposed with respect to short-
term obligations. In the case of an obli-

issue dis-
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gation with a fixed maturity date not
exceeding one year from the date of
issue (a short-term obligation), with-
holding under section 3406 applies to
any payment of original issue discount
on the obligation includible in the
gross income of the holder to the ex-
tent of the cash amount of the pay-
ment. See §1.1273-1 of this chapter to
determine the amount of original issue
discount on a short-term obligation.
See §1.446-2(e)(1) of this chapter to de-
termine the amount of a payment
treated as original issue discount.

(c) Transferred short-term obligations—
(1) Subsequent holder may establish pur-
chase price—(i) In general. At maturity
of a short-term obligation, a subse-
quent holder (i.e., any person who pur-
chased or otherwise obtained the obli-
gation after the obligation was issued
to the original holder) may establish
the price of the obligation. The price
established by the subsequent holder
must then be treated as the original
issue price for purposes of computing
the amount of the original issue dis-
count subject to withholding under sec-
tion 3406. The price of a short-term ob-
ligation may be established by con-
firmation receipt or other record of a
similar type or, if the obligation is re-
deemed by or through the person from
whom the obligation was purchased or
otherwise obtained, by the records of
the person from whom or through
whom the obligation was purchased or
otherwise obtained. The subsequent
holder is not required to certify under
penalties of perjury that the price de-
termined under this paragraph (c)(1)(i)
is correct.

(ii) Exception. A payor may elect to
disregard the price at which the subse-
quent holder purchased or otherwise
obtained the obligation if the payor’s
computer or recordkeeping system on
which the details of the obligation are
stored is not able to accept that price
without significant manual interven-
tion.

(2) Subsequent holder unable (or not
permitted) to establish purchase price. If a
subsequent holder fails (or is unable,
pursuant to paragraph (c)(1)(ii) of this
section) to establish the purchase price
of the obligation, then the person re-
deeming the obligation must determine
the amount subject to withholding
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under section 3406 as though the obli-
gation had been purchased by the hold-
er on the date of issue. If the person re-
deeming the obligation is the issuer of
the obligation, then the issuer must de-
termine the amount subject to with-
holding from its records. If a person
other than the issuer of the obligation
redeems the obligation and the obliga-
tion is listed in Internal Revenue Serv-
ice Publication 1212, List of Original
Issue Discount Obligations, that person
must determine the amount subject to
withholding by using the issue price in-
dicated in Publication 1212.

(3) Transferred obligation. If a short-
term obligation is transferred, no part
of the purchase price is considered a re-
portable interest payment under sec-
tion 6049. Withholding under section
3406 applies, however, to the gross pro-
ceeds of the sale of the obligation if the
transfer is subject to reporting under
section 6045 and a condition exists for
imposing withholding. For the rules re-
garding withholding for amounts sub-
ject to reporting under section 6045, see
§31.3406(b)(3)-2.

(d) Amount subject to backup with-
holding and time when backup with-
holding is imposed with respect to long-
term obligations—(1) No cash payments
prior to maturity. In the case of an obli-
gation with a fixed maturity date that
is more than one year from the date of
issue (a long-term obligation) and with
no cash payments prior to maturity,
withholding under section 3406 applies
at the maturity of the obligation to
the amount of original issue discount
includible in the gross income of the
holder for the calendar year in which
the obligation matures. The amount
required to be withheld must not ex-
ceed the amount of the cash payment.

(2) Registered long-term obligations with
cash payments prior to maturity. In the
case of a long-term obligation in reg-
istered form that provides for cash pay-
ments prior to maturity, withholding
under section 3406 applies at the time
cash payments are made to the sum of
the amounts of qualified stated inter-
est and original issue discount includ-
ible in the gross income of the holder
for the calendar year in which the cash
payments are made. The amount re-
quired to be withheld at the time of
any cash payment, however, must not

§31.3406(b)(2)-2

exceed the amount of the cash pay-
ment. If more than one cash payment
is made during a calendar year, the tax
that is required to be withheld with re-
spect to original issue discount must
be allocated among all the expected
cash payments in the ratio that each
cash payment bears to the total of the
expected cash payments.

(3) Transferred registered long-term ob-
ligations with payments prior to maturity.
In the case of a long-term obligation
that is transferred after its issuance
from the original holder, the amount
subject to withholding under section
3406 with respect to a subsequent hold-
er is the amount of original issue dis-
count includible in the gross income of
all holders during the calendar year
(without regard to any amount paid by
a subsequent holder at the time of
transfer). If the person redeeming the
obligation at maturity is the issuer of
the obligation, the issuer must deter-
mine the amount subject to with-
holding through its records by treating
the holder as if he were the original
holder. If a person redeeming the obli-
gation at maturity is a person other
than the issuer of the obligation, and
the obligation is listed in Internal Rev-
enue Service Publication 1212, List of
Original Issue Discount Obligations,
the person must determine the amount
subject to withholding by using the
issue price indicated in Publication
1212.

(e) Bearer long-term obligations. In the
case of a bearer long-term obligation
with cash payments prior to matu-
rity—

(1) Payments prior to maturity. With-
holding under section 3406 applies prior
to maturity only to the payment of
qualified stated interest (and not to
any amount of original issue discount)
includible in the gross income of the
holder for the calendar year.

(2) Payments at maturity. At maturity
of the obligation, withholding applies
to the sum of any qualified stated in-
terest payment made at maturity and
the total amount of original issue dis-
count includible in the gross income of
the holder during the calendar year of
maturity. The amount required to be
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withheld at the time of the cash pay-
ment, however, must not exceed the
amount of the cash payment.

[T.D. 8637, 60 FR 66115, Dec. 21, 1995; 61 FR
12135, Mar. 25, 1996]

§31.3406(b)(2)-3 Window transactions.

(a) Requirement to backup withhold.
Withholding under section 3406 applies
to a window transaction (as defined in
paragraph (b) of this section) only if
the payee does not furnish a taxpayer
identification number to the payor in
the manner required in paragraph (c) of
this section or furnishes an obviously
incorrect number as described in
§31.3406(h)-1(b)(2). Withholding does
not apply to a window transaction even
though the Internal Revenue Service
notifies the payor of the payee’s incor-
rect taxpayer identification number
under section 3406(a)(1)(B) or of noti-
fied payee underreporting under sec-
tion 3406(a)(1)(C). The payee in a win-
dow transaction is not required to cer-
tify under penalties of perjury that the
payee is not subject to withholding due
to notified payee underreporting (as
described in §31.3406(d)-2(b)(2)).

(b) Window transaction defined. Win-
dow transaction means a payment of in-
terest with respect to any of the fol-
lowing obligations:

(1) An interest coupon in bearer form
that is subject to taxation (i.e., other
than exempt interest described in
§1.6049-5(b)(1)(ii) of this chapter);

(2) A United States savings bond; or

(3) A discount obligation having a
maturity at issue of one year or less,
including commercial paper and bank-
ers’ acceptances that are in definitive
form (i.e., evidenced by a paper docu-
ment other than a confirmation re-
ceipt) but not including short-term
government obligations (as defined in
section 1271(a)(3)(B)).

(c) Manner of furnishing taxpayer iden-
tification number in the case of a window
transaction. A payee must furnish the
payee’s taxpayer identification number
to the payor with respect to a window
transaction either orally or in writing
at the time that the window trans-
action occurs. See §31.3406(g)-3(c)(1)(i),
which provides that a payee may not
claim the payee is awaiting receipt of a
taxpayer identification number with
respect to a window transaction. The
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payee is not required to certify, under
penalties of perjury, that the taxpayer
identification number provided is cor-
rect.

[T.D. 8637, 60 FR 66116, Dec. 21, 1995]

§31.3406(b)(2)-4 Reportable
payment.

(a) Dividends subject to backup with-
holding. A payment of a kind, and to a
payee, that is required to be reported
under section 6042 (relating to returns
regarding payments of dividends and
corporate earnings and profits) is a re-
portable payment for purposes of sec-
tion 3406. See paragraph (b) of this sec-
tion for certain dividends not subject
to withholding under section 3406. See
§31.6051-4 for the requirement to fur-
nish a statement to the payee if tax is
withheld under section 3406.

(b) Dividends not subject to backup
withholding. Except as provided in
§31.3406(b)(3)-2 (relating to trans-
actions reportable under section 6045),
withholding under section 3406 does not
apply to—

(1) Any amount treated as a taxable
dividend by reason of section 302 (relat-
ing to redemptions of stock), section
304 (relating to redemptions through
the use of related corporations), sec-
tion 306 (relating to disposition of cer-
tain stock), section 356 (relating to re-
ceipt of additional consideration in
connection with certain reorganiza-
tions), or section 1081(e)(2) (relating to
certain distributions pursuant to an
order of the Securities and Exchange
Commission);

(2) Any exempt-interest dividend, as
defined in section 852(b)(5)(A), paid by a
regulated investment company; or

(3) Any amount paid or treated as
paid during a year by a regulated in-
vestment company, provided that the
payor reasonably estimates, as pro-
vided in paragraph (c)(2) of this sec-
tion, that 95 percent or more of all
dividends paid or treated as paid during
the year are exempt-interest dividends.

(c) Amount subject to backup with-
holding—(1) In general. The amount of a
dividend subject to withholding under
section 3406 is the amount subject to
reporting under section 6042, including
any dividend that is reinvested pursu-
ant to a plan under which a share-
holder may elect to receive stock as a

dividend
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